This study looks into the potential effect of foreign exchange exposure elasticity (FEEE) on the financial distress of non-financial firms from an emerging country (Pakistan) and a developed country (USA) during [2003][2004][2005][2006][2007][2008][2009][2010][2011][2012][2013][2014][2015]. It employs mixed methodology in which a comprehensive quantitative analysis is made from the panel data of the sample companies from both countries (Pakistan & USA). Subsequently, views of Chief Finance Officers (CFOs) of different companies are given. Results show that the effect of foreign exchange exposure is not statistically significant on the financial distress of Pakistani firms at contemporaneous level but it has positive significant effect at lagged level. Results also show that at gross exposure level, foreign exchange exposure of US manufacturing firms has a significantly positive effect on their financial distress contemporaneously but not at net market level. In case of US nonmanufacturing firms, the foreign exchange exposure elasticity does not impact significantly on the Z-Score at gross exposure level. But the market model shows a weak significant effect of the FE Exposure on the distress of such firms in USA at relatively higher significance level. The firms' fundamental attributes except foreign sales exhibit a significant effect on the financial distress. Only debt has negative coefficient which describes a positive effect on the financial distress. The findings have notable implications for the financial stability of the firms, especially in Pakistan.
Introduction
Foreign exchange risk is a risk affecting many facets of a business firm in this era of globalization but it is rarely witnessed in empirical studies. Firms face exposure on this account which leads to financial difficulties in their smooth operations. Foreign exchange transactions occur constantly at macro and micro level and they are made by both financial and non-financial companies of almost all the countries of the world. At micro level, exposure due to changes in foreign exchange rates refers to the risk that future changes in exchange rate of a country affects a firm. It is the sensitivity where in changes in the domestic value of assets, liabilities as well as operating income of firms are observed to the affected by unexpected changes in exchange rates (Adler & Dumas, 1984) . The frequent changes in foreign exchange rates can affect firm's operations, revenue and ultimately their valuation.
The foreign exchange transactions are executed at their bilateral exchange rates with counter currencies. There have been fixed exchange rate regime and a floating exchange rate mechanism. In the floating exchange rate regime, demand for a foreign currency is consequential upon a demand for the assets, goods and services rendered in that currency. However, the domestic currency prices of foreign goods may not react fully to the exchange rate changes (Goldberg & Knetter, 1997) .
The short-run response of the exchange rate changes is found different from that of the long-run changes. The exchange rate changes are likely to affect the price of imports in terms of domestic currency and that of the exports in foreign currency. The foreign exchange risk arises from exchange rate changes whereas the foreign exchange exposure depicts the sensitivity of the value of foreign currency items such as assets, liabilities as well as foreign cash flows in domestic currency to the exchange rate changes (Moosa, 2009, p.356) .
Exchange rate changes create macroeconomic uncertainty which in turn affect financial position of the firms in an economy. Fluctuations in exchange rates affect firm's operating cash flows and ultimately firm's value through transaction, translation, and economic exchange rate exposure. Macroeconomic shocks are likely to cause inter-dependence between exchange rate changes and stock returns. We may therefore expect that value of a firm is affected by the changes in exchange rates. The significance of the exchange rate changes on the firm's value is evident from the fact that firms keep a close eye on movement of exchange rates, assessment of the risk due to such changes and consequently take measures for its management (Choi & Prasad 1995) . But empirical evidence on the effect of the foreign exchange exposure on firms' value is minimal.
Exchange rates begin to fluctuate excessively since the decade of 1970s with the adoption of floating exchange rates. Since then researchers and managers have concentrated on its measurement and pricing. It has however remained a very contentious issue in international financial management. The exchange rates fluctuations affect earnings and cash flows of firms involved in international business activities. Exchange rate elasticity causes cash flow risk for those firms which have foreign assets and liabilities and firms with any form of overseas operations. It has been observed that even the firms not having foreign revenues/costs as well as foreign operations may also be affected by unexpected changes in exchange rates. This effect is largely on account of foreign competition and macroeconomic conditions (Parsley & Popper, 2002) . The exposure becomes more severe for businesses dealing in a number of currencies.
In CAPM, only market risk is taken to count for all the macro economic factors. When one considers foreign exchange rate risk separately in pricing a company's assets, it will require higher rate of return especially when exchange rate fluctuations are high. The increased fluctuations will thus cause higher discount rate. This will reduce the growth opportunities of the firm ultimately reducing its value. Arbitrage pricing theory (APT) presented by Ross in 1976 describes an economy by a few numbers of factors which are considered as some source of risk and investors are inclined to pay additional price as a compensation of such risks. In this structure, investors are willing to pay premium for exchange rate risk provided exchange rate movements are considered as one of such risks. The APT theory of finance (Ross, 1976) states that exchange rate changes cause transaction and economic exposures on expected and future cash flows of a firm. Hence value of a firm will be affected (Knetter, 1994) . The more frequent the exchange rate fluctuations and the unpredictability of offshore sales are, the more negative effect is expected to be realized on the firms' profitability and their market value.
According to Wruck (1990) and Asquith, et al, (1994) , financial distress is the financial position of a company where its cash flows cannot cover its financial obligations. Practically a firm is called financially distressed if its earnings before interest, taxes, depreciation and amortization (EBITDA) are less than its financial expenses for two consecutive years or its EBITDA are less than 80% of a firm's annual interest expense. According to Andrade and Kaplan (1998) , a firm is said to be financially distressed if its earnings before interest tax and depreciation in the first year are less than its financial expenses.
The firms confronting financial distress cannot comfortably hedge themselves from adverse effects of changes in the exchange rates due to financial constraints and lack of operational flexibility. The financially distressed firms will not be able to access external markets as they will face high cost of capital. Such firms will consequently have to forego good investment opportunities (Campello, Graham, & Harvey, 2010) . A firm's value depends on its future cash flows and discount rate. The value of future cash flows changes due to expected exchange rate fluctuations. The distressed firms may not be able to manage this risk and consequently may face increased cash flow volatility which will have higher impact on their stock prices. Alternatively, in the advent of higher expected exchange rate risk, the discount rate will also increase which will result into lower value of the firm.
This study explores the relationship between foreign exchange exposure and financial distress of the firms. It makes comparison of an emerging and a developed country, taking Pakistan as an emerging economy and USA as a developed economy. The study takes all non-financial firms listed at Pakistan Stock Exchange (PSX), (formerly KSE) and non-financial firms from New York Stock Exchange (NYSE) included in S&P-500 index. The sample period is from 2003 to 2015 which is quite enough for the investigation on the chosen areas.
We worked out the foreign exchange exposure elasticity of the non-financial firms by using three models which are variations of Capital Asset Pricing Model (CAPM) and uses rolling regression technique taking 36-months as rolling window by taking percentage change in exchange rate as independent variable and stock return as dependant variable. The Altman (1968) Z-Score is taken as a proxy for measuring financial distress of the US manufacturing firms, Altman (1993) Z-score for US non-manufacturing firms and Altman (1993) Z-Score for emerging countries for Pak firms.
We find negative correlation between all the three measures of foreign exchange exposure elasticity (FEE) and Altman's Z score of Pak firms as well as US manufacturing and non-manufacturing firms. This means that the correlation between foreign exchange exposure and financial distress is generally positive. Our study finds a strong positive lagged effect of foreign exchange exposure on financial distress of Pakistani firms but no such effect is found at contemporaneous level in fixed effect method. In case of US manufacturing firms, effect of gross foreign exchange exposure is found significant on distress of these firms but effect of net market foreign exchange exposure and net of market and interest is not significant at contemporaneous as well as at lag level. The market model shows a weak effect of the foreign exchange exposure on the distress of non-manufacturing firms of USA at relatively higher significance level. The firms' fundamental attributes except foreign sales exhibit a significant effect on the financial distress. Only debt has negative coefficient which describes a positive effect on the financial distress.
The relation between foreign exchange exposure and financial distress is found significant at lagged level of the exposure and not at contemporaneous level for Pakistan. Moreover, a firm's exchange rate exposure elasticity increases chances of financial distress even after controlling firms' attributes such as size, total sales, foreign sales, leverage, cash ratio and retained earnings.
A sizeable research exists on the variation in foreign exchange exposure of the firms on account of differences in their competition, liquidity, leverage, foreign sales and hedging strategies. Despite some recent researches on the foreign exchange exposure, no conclusive evidence is found in the most of these studies as how and how much it affects the firm value. It is argued by most of the researchers that the foreign exchange exposure does matter in carrying out the activities of international businesses but little empirical evidence is witnessed.
No study has been found on the issue of foreign exchange exposure and its impact on value of financially distressed firms of non-financial sectors of Pakistan. A joint analysis will benefit to find a link between the distress risk and foreign exchange exposure. There is need for exploring the use of foreign exchange exposure measure as a predictor variable of corporate distress and bankruptcy.
This study invites attention of academics toward consideration of exchange rates exposure as an important factor in asset pricing of the firms and as a predictor of their financial stability. This study is unique regarding relation between foreign exchange exposure and financial distress of the firms in Pakistan and adds in scant empirical literature on the issue in developed countries such as USA. The results inferred from this study will help to facilitate towards the logical understanding of the need to use hedging tools towards the minimization of foreign exchange risk of non-financial firms. This study provides a comprehensive country comparison of the foreign exchange exposure of nonfinancial firms which will benefit the corporate managers of multinational corporations, domestic companies, and investors contemplating to make their investments beyond the borders.
Review of Relevant Studies
Exchange rate exposure is referred to as an extent to which exchange rate changes affect stock returns and ultimately firm value (Bacha et al, 2013) . A wide-ranging research is witnessed on the foreign exchange exposure (Shapiro, 1975 , Adler and Dumas 1984 , Bartram et al, 2010 , but the results of these studies are not conclusive (Chow et al., 1997) . The remote literature shows that stock returns of firms may be affected by exchange rate risk either through its effect on firms' future cash flows or by increasing cost of firms' capital when valuing firms using cash flows discounting model (Bartram, et al, 2010) . In 2012, Lim stated that efforts were made to detecting sensitivity of stock returns viz-a viz exchange rate movements but no commendable result(s) could be inferred out. It is further noted that economists have not been able to agree upon a definite model for predicting future exchange rates. Researchers such as Jorion (1990) ; Dominguez and Tesar (2006) argued in their findings that there is somewhat relation between exchange rate variations and firms' stock prices but the same is very weak.
Due to effect of exchange rates on revenue, costs and ultimately profitability of firms, it is logical to presume that the exposure of a firm due to exchange rate changes may substantiate financial distress of a firm and may trigger it towards bankruptcy. Smith and Stulz (1985) argue that when firms face financial constraints, they have to incur bankruptcy costs. Exchange rate changes exacerbate firms' financial difficulties and they find it optimal to hedge the foreign exchange risk. This reduces the variability of firms' cash flow, its tax liability, as well as chances of incurring bankruptcy costs and raising net value. Williamson (2001) looked into the effect of exchange rate changes on the value of multinational firms, in presence of intra-industry competition and a significant exposure to firms was witnessed in response to exchange rate shocks. This study also documented existence of time-variation regarding exchange rate exposure and foreign sales as one of the main determinants of this exposure. Effectiveness of operational hedging the firms' risks through international production was also found significant. Anand (2001) found higher exchange rate exposure of firms in which there was more competition as compared to firms operating in oligopolistic setting. Moreover, firms that deal in consumer items faced greater exposure than that faced by firms dealing in institutional sector. His study documented only contemporary relation between movements in a foreign currency and stock prices. Makar & Huffman (2001) however, revealed that a lagged exchange rate movements added to explain about abnormal returns of firms which normally used derivatives rarely irrespective of their size or scale of foreign interest. At lagged level, the magnitude of foreign exchange exposure of all the sample firms was not identical and it was larger for firms using less financial derivatives. Salifu et al. (2007) used two-factor Jorion model to investigated exchange rate exposure of twenty Ghanian listed companies. They came up with the results that more than half of the sample firms showed significant exchange rate exposure to US dollar and about one-third of the firms were found significantly exposed to UK pound sterling. They found that the firms from manufacturing sector showed a significant positive exchange rate exposure while firms falling in retail sector witnessed a negative significant exposure to the US dollar exchange rate. The sample firms were found exposed mostly to US dollar, UK pound sterling and Euro. No exchange rate exposure was found in the financial sector regarding any international currency.
El-Masry and Salam (2007) looked into relationship between unexpected exchange rate changes and stock returns of different size as well as their level of foreign operations. They found that a significant proportion of UK firms were exposed to contemporaneous exchange rate changes. The effect of exchange rate movements was more pronounced on stock returns of UK firms than the stock returns of US firms. This effect was higher for large firms than small firms Moreover, the firms with higher foreign revenue faced greater exposure. This study however, stated that domestic firms were also exposed to changes in exchange rates. Bartram and Bodnar (2007) argued that whatever exposure is witnessed in the different studies is not the total exposure a firm usually comes across with but such magnitude of exposure is net of hedging activities. They argued that nonfinancial firms have a number of alternatives to manage their exchange rate exposure. They opt for financial derivatives to reduce effect of short-term volatility in the exchange rates and use operational hedging to minimize the long-Global Social Sciences Review (GSSR) term exchange rate exposure on the firm's value. They argued that non-existence or statistically insignificant level of the exposure does not mean that firms did not face exposure to the exchange rate fluctuations. According to them, a rational reaction of management of firms to the exchange rate movements may reduce their exposure to such a level which cannot be detected by the empirical studies. Such a perplexing scenario has been termed as exchange-rate puzzle by them.
In a separate study, Bartram in 2007 took an alternative approach taking corporate cash flows as dependent variable instead of stock returns of firms as a gauge of firms' performance to estimate the extent to which a non-financial firm is exposed to exchange rate risk. He found that accuracy of foreign exchange exposure significance of non-financial firms gets better when time horizon of both the earnings and stock prices (returns) is increased. In 2008, Bartram stated that management of firms facing exchange rate risk use various available instruments and strategies which enable them in reducing their exposure to exchange rate movements to a level that is not empirically identifiable.
Chu and Cook, (2008) made a study on measuring effect of exchange rate movements of national currencies of emerging markets on the stock market valuations of their firms. They found that if a currency depreciated by one percent, it will cause a decline in stock price of a firm by 0.4 %. Fornes and Cardoza (2009) adopted mixed methodology to reviewing the strategies which were pursued by companies to shield their values from different currency fluctuations. They recommended that foreign companies facing exchange rate exposure in emerging countries might achieve flexibility if they adopt a crossfunctional approach in the appraisal and accomplishment of hedging strategies and by giving some autonomy in making the decisions.
According to Talat and Alam (2011) found that non-financial firms from Pakistan use hedging techniques to decrease costs of financial distress, to lessen effect of financial constraints and managing foreign exchange exposure. Behr et al (2013) however documented that major determinants of financial constraints are cash flow troubles, lack of access to credit, and consequently greater costs of credit which result into inability of firms taking otherwise desirable investments. Marshall et al. (2013) examined overall hedging strategies in UK firms as well as hedging by foreign exchange derivatives only. They focused on small firms normally facing financially constraints. They argued that financial distress costs, underinvestment problems and taxes were major reasons of pursuing hedging activities. This study documented that larger firms have more hedging activities as smaller firms did not have enough knowledge about their exchange rate exposure. Industry effect was also witnessed in the hedging decisions but there is lack of consistency on the determinants to hedge. They found support for financial distress hypothesis in case of foreign exchange derivative users. Wei and Starks (2014) revealed that a symmetric relation was likely to exist between foreign exchange exposure and distress as firms facing negative foreign exchange exposure are affected in an identical way as firms with positive foreign exchange exposures. Kim and Kraple (2014) , however, argued that financial distress results in limited hedging capability, which in turn increases foreign exchange exposures. They argued that foreign exchange exposure has a significant impact on financial distress risk. They stated that relationship between foreign exchange exposure and distress risk may be bidirectional or simultaneously determined.
H10: Foreign exchange exposure elasticity of a firm does not affect its financial distress.
H11: Foreign exchange exposure elasticity of a firm affects it's financially distress.
Methodology
This study uses mixed methodology which undertakes quantitative analysis and the supports its results using qualitative analysis (Jones and Khanna, 2006) . This study has selected all non-financial firms listed at the Karachi Stock Exchange (KSE), Pakistan and all non-financial firms included in S&P-500 index which are listed at the New York Stock Exchange (NYSE), USA. A balanced panel data of the variables is taken from January 2003 to December 2015 for both Pakistan and USA. The foreign Exchange rates of PKR/USD have been used which has been taken from website of SBP whereas market-weighted average exchange rate of US Dollar has been obtained from on-line financial data sources of Federal Reserve of America. Interest rates have also been obtained from website of the central banks. An unstructured questionnaire has been used to interview CFOs of different firms regarding foreign exchange exposure and financial distress. We use three foreign exchange exposure models given as under:
Here Ri,t is stock return of a firm i for the time t and Rfxt is the return in terms of a foreign exchange rate or %age change in the foreign exchange rate. This model measures total foreign exchange exposure (Adler and Dumas, 1984) where βi is the foreign exchange exposure elasticity or sensitivity of firm value to changes in foreign exchange rates. This model was used by Glaum et al (2000) and by Bergbrant and Hunter (2012) .
Model -II
Where R i t : stock return of firm i taken as proxy for firm value over time t R m,t : the value-weighted market index return; R fx t : change in exchange rate over time period t βi t : sensitivity of the exchange rate to the value of the firm i.e. elasticity of foreign exchange rate exposure. This model was introduced by Jorion (1990 Jorion ( , 1991 and has econometric advantage over the model-1. This model has been used in almost all of the studies made thereafter. We follow the market model of Jorion (1990 Jorion ( , 1991 which has also been used by many researchers such as Bodnar and Gentry(1993) , Amihud (1994) , Griffin and Stulz (2001) , El-Masry and Salam (2007) for calculating the foreign exchange exposure of firms.
Model III
Where R i,t : the stock return for firm in month t, Rfxt : the percentage change in the exchange rate index for month t, Rmt : the value weighted index return for month t, and rt : the real rate of interest for month t. We have opted for the Z-Score model (1968) developed initially by Edward I. Altman (1968) for anticipating the likelihood of bankruptcy of US manufacturing firms and Altman's average Z-Score(Z" 1993) model for the US non-financial , non -manufacturing firms. We have used revised Z-Score for emerging countries (Z"-1993) for Pak firms. These models are most recognized and have been widely used for predicting the financial distress of a company (Bemmann, 2005) . The original Z-Score is given below: Z =1.2 (WCAP/TA) + 1.4 (RE/TA) + 3.3(EBIT/TA) + 0.6 (MVE/BVTL) +
Where WCAP/TA = Working Capital/ total assets. It measures the net liquid assets of a firm relative to its current liabilities (Altman 1968 ). RE/TA = Retained Earnings/ total assets EBIT/TA = Earnings before interest and tax (EBIT)/ total assets. It measures productivity of the firms' assets and productivity of a company's assets ignoring leverage and tax factors. This ratio is very much appropriate for financial distress of firms (Altman, 1968) . MVE/BVTL=Market value of equity / Book value of total liabilities. It shows how much a firm's assets can decline in value before its liabilities exceed the assets and the firm becomes insolvent. TS/TA=Sales/ total assets It measures the management's capacity in dealing with competitive conditions. We have used the revised Z-Score for non-manufacturing businesses (Altman 1993) given as under:
X1= Working capital/total assets, X2= Retained earnings/total assets X3= Earnings before interest and taxes /total assets and X4= Book value/total liabilities. Z-Score (Z") for emerging countries is given below:
Z"= 3.25 + 6.56X1 + 3.26X2 + 6.72X3 + 1.05X4
-
Multivariate Regression Analysis-Pakistan
To investigate the relation between foreign exchange exposure elasticity and financial distress empirically, we give following model for the sample firms.
In equation 4.7, FEE stands for either of the three foreign exchange exposure measures (Beta) which is coefficient of foreign exchange rate changes in any of the three models (Model I, Model II and Model III) obtained by rolling-window regression. Above table depicts that there is no sizeable difference between mean and median values. This shows that data has a strong central tendency of the variables except cash and foreign sales. Size varies from Rs.12.65 million to Rs.17.69 million. The spread in the data of variables is also very low except Z-Score. The spread of all the three measures of foreign exchange exposure is very close to each other.
Foreign Exchange Exposure and Financial Distress of Pakistan

Table 2. Correlation Coefficients of Variables (At Level): Pak Firms
There is negative correlation between Z-Score and all the three measures of foreign exchange exposure which shows that foreign exchange exposure and financial distress are positively correlated but strength of each of the exposures is very weak. Z-Score has positive correlation with size of the companies, its retained earnings, sales and cash while it is negatively correlated with debt and foreign sales. Correlation of Z-Score with Debt and cash is very high. It is also observed that not a single correlation between any pair of variables of independent variables is greater than 0.5. This shows that there are no chances of multi-co linearity in the data. We executed regression of equation 4.7 using all of the three methods of panel data analysis. We used F-test and Hausman tests which tell that fixed effect model is suitable for Pakistan. Adjusted R 2 is 0.6199 which means explanatory power of the model is very good. Table 3 -5 show that foreign exchange exposure does not show significant effect on Z-Score in all the three models. Retained earnings and cash are positively significantly related whereas debt is negatively related to Z-Score. Sales have a week significant effect on Z-Score. The effect of size and foreign sales is not found significant. Above results show that foreign exchange exposure elasticity does not significantly affect the financial distress contemporaneously and so the size and foreign sales. However, if debt increases, Z-Score will decrease which means an increase in the chances of financial distress.
Lag Effect
We tested lag effect of the foreign exchange exposure on the financial distress and results of all the three models are given below. Correlation coefficients of all the three measures of foreign exchange exposure elasticity with Z-Score are again negative which means there is positive correlation between foreign exchange exposure elasticity and financial distress of the firms. However, strength of the correlation is very weak. 8 show that the coefficient of the foreign exchange exposure elasticity is negatively significant. This means foreign exchange exposure elasticity affect the financial distress of the firms positively with the lag effect of foreign exchange exposure elasticity. Size and foreign sales do not depict significant impact on the distress where as sales have a week significant effect on the Z-Score.
A very high impact of debt on the financial distress is found with coefficient 9. Retained earnings and cash have significant positive coefficients 10.45 and 1.22 respectively. The impact of retained earnings is very high which means if retained earnings increase by 1%, the Z-Score will increase by 10.45 percent. The increase in both of the retained earnings and cash will reduce financial distress of a firm. However, a debt increase will result into more distress.
From our findings given in tables 3-8, it is concluded that contemporary changes in foreign exchange exposure did not affect the financial distress of the firms whereas the effect is highly significant when lagged effect is looked into it. It is further observed that there is no remarkable difference in the results of different exposure models. Moreover, we find that retained earnings, cash position, and debt significantly affect the financial distress but size and foreign sales do not.
The above results are consistent with Bortove and Bodnor (1994), Harper and Aggarwal (2005) and Aggarwal and Harper, (2010) .who did not find contemporaneous relationship between exchange rate changes and firm returns but a stronger relationship is found in lagged changes. Major reason quoted in the studies is the time needed by the firms to adjust operations of the business and pursuing hedging strategies against the FE exposure. These findings are also in line with the findings of Kim and Kraple (2014) in so far as general relation of these variables are concerned as he did not mention about contemporary or lagged effect.
Foreign Exchange Exposure and Financial Distress of US Firms
Separate analyses of US manufacturing and non-manufacturing firms are carried out in this section using following equation.
Table 9. Descriptive Statistics US Variables of Manufacturing Firms
It is evident from table 27 that there is no sizeable difference between mean and median values. This shows that data has a strong central tendency for almost all of the variables. The spread of the FEE1 is greater than both of the other measures, which are almost same. There is very small spread witnessed in the firm's fundamental variables ranging from 0.12 to 0.91. The spread of ZScore is relatively high.
Table 10. Correlation Coefficients of Variables of US Manufacturing Firms
Table 10 depicts a negative significant correlation between Z Score of US manufacturing firms and foreign exchange exposure elasticity for all the three measures but strength of model 1 measure is stronger than the exposure measures of model 2 and model 3. ZScore has negative correlation with size of the companies and their debt but positive correlation with firm's other variables including retained earnings, total sales, cash and foreign sales. Retained earnings, sales and debt have high correlation with ZScore. The results in tables 11-13 show that foreign exchange exposure has significant effect on Z-Score with a coefficient of 0.125 in the Model 1( total exposure) but it becomes insignificant when market return is added in model 2 or both the market return and another variable, interest rates are added in the model 3 therewith. 
Analysis of Foreign Exchange Exposure of US Non-Manufacturing Firms
Conclusion
This study concludes that foreign exchange exposure elasticity does not significantly affect the financial distress of Pakistani firms contemporaneously but the foreign exchange exposure elasticity affects the financial distress of the firms positively when lag effect of foreign exchange exposure elasticity is analyzed. Retained earnings and cash flow affect the financial distress negatively whereas effect of debt is positive. Increase in retained earnings and cash will lessen the chances of financial distress but an increase in debt will increase the chances of financial distress. The effect of size and foreign sales is not found significant.
The contemporaneous results of US manufacturing firms show that foreign exchange exposure elasticity has significant positive effect on financial distress taking total exposure (Model 1) but it becomes insignificant when market return variable is added in model 2 or both the market return and interest rates variables are added in the model 3 therewith. In case of US non-manufacturing firms, the effect of the foreign exchange exposure is insignificant in model 1 but the market model (Model 2) and Model 3 show a small negative effect of the FE Exposure on the distress of non-manufacturing firms of USA at relatively higher significance level.
The fundamental attributes of US non-manufacturing firms except foreign sales depict significant effect on the financial distress. Size has positive coefficient on the Z-Score i.e. the effect of size on the financial distress is negative which implies higher the size of a firm, lower will be the distress risk. Only debt has negative coefficient which describes a positive effect on the financial distress.
There is no lag effect of the foreign exchange exposure on the Z-Score in case of US-manufacturing and non-manufacturing firms which means no significant effect on the financial distress of the firms. Insignificance empirical findings have been observed and addressed in a number of recent studies. Aggarwal and Harper (2010) argue that the insignificant relation may be due to use of trade-weighted exchange rate (TWIEXR) and firms may have different level of exposure to different currencies which may not correlate with the currency index.
CFOs of some companies revealed that large changes in exchange rates do affect cost of their inputs but they use forward covering arrangements with the banks to manage that risk. They however told that depreciation in exchange rate of Pak rupee decreases their profitability and cash flows which in turn affects dividends and firm value. All CFOs asserted that cost of energy has become the second biggest cost component of firms which also depend on the changes in value of our currency. They did not see shortage or difficulty in availing financing for working capital as well as for long term purposes. One important piece of information, we got in these interviews was effect of depreciation in our currency on exports. They said that depreciation in domestic currency does affect the revenues of a firm but for a very short time period. This benefit of depreciation evaporates in 6 to 8 months, when they have to pay high amount for their imports of machinery and raw materials. The net importers face losses due to depreciation of domestic currency.
This study has multi-dimensional policy implications for international trade and investment activities of the non-financial firms around the world. This study is of great significance in understanding foreign exchange risk and the parameters of financial stability of the firms in the wake of floating exchange rate movements. It gives a deep insight to the managers of multinational firms to take care of currency risk which, if not addressed adequately can jeopardize their business operations and compromise their set targets.
This study provides a fresh and unique knowledge to the management of domestic companies who normally assume that their operations are not affected by the movements in exchange rates as they have no international transactions. This study warns them of the consequences a purely domestic firm may face due to tough competition from the imported products.
This study gives signals to the business managers and owners to considering the foreign exchange exposure when evaluating financial position of businesses and making financial planning and forecasting to ensure sustainability of their businesses. This study provides an insight to the investors about the behavioral responses of the corporate managers in their financial decisions regarding managing the exchange risk.
So, the study took non-financial listed firms from Pakistan and USA from different sectors. Research can be carried to compare foreign exchange exposure of different sectors over a longer period of time. We used Altman's Z score for measuring financial distress of the firms. Future studies may adopt different and preferably country-specific distress measures to work carry out research on the issues. We suggest taking political uncertainty particularly in Pakistan as a variable in measuring behavior of the currencies as well as energy issue stated by the CFOs as a big factor triggering frequent fluctuations in the exchange rates as well as on the stock market prices. 
